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What would be more likely to get
you to report the whole truth on
your tax returns? A notice that
says “Don’t cheat” or one that says
“Don’t be a cheater”?

As it turns out, the personalized
injunction works better, though nei-
ther works as well as the threat of
an audit.

With April 15 looming, that is one
lesson that has emerged from recent
research into tax cheating. Inspired
by the availability of data sets and
technological tools, economists and
social scientists are trying to figure
out how to stop the temptation to
cheat on one’s taxes.

According to recent estimates
from the Internal Revenue Service,
about 83 percent of the taxes that
individuals and businesses owed
in 2006 were paid upfront. The rest
amounted to $450 billion in unpaid

taxes. The I.R.S. recouped about
$65 billion through enforcement
activities, but that left another $385
billion in lost revenue — enough to
eliminate most of the budget deficit.

Studies reveal that the tenden-
cy to cheat increases significantly
when no one is checking. Ask your-
self whether you are as likely to re-
port the $100 won at a poker game
as you are your paycheck.

Underreporting is estimated to be
as low as 1 percent for wages report-
ed by employers to the government
and taxes that are automatically
withheld from workers’ paychecks.
If there is only “some” third-party re-
porting, the evasion rates climbs to
11 percent. When there is no outside
reporting, like for the self-employed,
it can reach as high as 56 percent,
according to I.R.S. estimates.

Gabriel Zucman, an economist at
the University of California, Berke-
ley and the author of “The Hidden
Wealth of Nations: The Scourge of
Tax Havens,” estimates that about

8 percent of the world’s financial
wealth is stashed in offshore ac-
counts, resulting in a yearly global
loss of $200 billion in income tax
revenue.

Such fraud shifts the burden to
honest taxpayers, Mr. Zucman said;

collecting the money that is
due could lower the tax rate
on everyone else.

There are costs from more
burdensome reporting re-
quirements and more intru-
sive enforcement, even for
honest taxpayers. But given
the effectiveness of report-
ing, said David Weisbach, a
law professor at the Univer-
sity of Chicago Law School,
greater use of information
technology, including re-
ports from credit card com-
panies, makes sense. People
who complain that such re-
porting intrudes on individ-
ual privacy are protecting

cheats, he argued.
Appeals to conscience and civic

duty or a reminder of the public good
that taxes make possible are not as
effective as the threat of detection
and punishment in reducing evasion.

“When you have fewer employ-

ees doing compliance work, you
end up leaving tax revenue on the
table,” said the I.R.S. commissioner
John Koskinen, explaining how bud-
get cuts have damaged the agency
and cost the government $20 billion
over the last five years.

Researchers in the United States
and elsewhere have sent taxpayers
different notices, comparing a warn-
ing that they have a 50-50 shot of
being audited with one that says an
audit is a certainty. It turns out that
receiving any alert from tax officials
can spur an uptick in payment.

The British tax authority has ex-
perimented with various tactics in-
cluding publishing a most-wanted
list with mug shots. Although critics
labeled the effort a failure, officials
defended the list as generating use-
ful leads.

Its advertising campaign intro-
duced in 2012 was more successful
in spurring additional taxpayers
to register unreported income and
pay up. The campaign featured the
slogan: “We’re closing in on unde-
clared income.”

Think of it as a nonviolent version
of Liam Neeson’s threat in the film
“Taken.” We will look for you. We
will find you. And we will accept
credit and debit cards.
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Hundreds of Pest Species
Are Sharing Your Home
Humans share their homes with
hundreds of species of flies, spiders,
beetles, lice and other arthropods,
a new study reports. Researchers
visited 50 houses within 30 miles of
Raleigh, N.C., and found 579 different
morphospecies — meaning they
were all physically different — from
304 different families. Most were
benign. “They are not going to suck
your blood, eat your food or destroy
your house,” said Michelle Traut-
wein, an entomologist.

What Won’t Fix Hot Flashes
Acupuncture is no more effective
for menopausal hot flashes than a
sham version of the procedure, a
randomized trial has found. Over
eight weeks, researchers treated
half of a group of 327 women who
had hot flashes at least seven times
a day with Chinese acupuncture
procedures. The other half received
a sham treatment that gives the
impression of genuine acupuncture.
Both groups saw some improve-
ment, but there were no differences
between the groups in severity or
frequency of hot flashes.

Black Film Sells for Record
With the outcry over an all-white
field of acting nominees for the
Academy Awards, and the shutout of

films focused
on black char-
acters from the
best picture
race, Holly-
wood has come
under pressure
to diversify.

At the Sundance Film Festival, Nate
Parker’s “The Birth of a Nation,” a
blistering slave-revolt drama that he
wrote, directed, and starred in, was
in demand after its premiere on Jan-
uary 25. Fox Searchlight won a bid-
ding war for the rights by offering an
$17.5 million — a Sundance record.

Microsoft’s Generosity
Microsoft plans to give away $1
billion in cloud services to nonprofits
and university researchers over the
next three years, as the company
updates its philanthropic initiatives
to reflect shifts in technology. The
plan is to let these groups to access
to the same cloud computing tools
that have enabled business to tackle
big technical challenges.

While investing requires a leap of
faith, betting on emerging-markets
stock funds may feel like jumping
across the Grand Canyon.

Not only have shares of compa-
nies in developing economies like
China, Brazil and Russia been mired
in a prolonged bear market — pric-
es were down about 40 percent from
April 2011 through this month, com-
pared with a 44 percent gain percent
for American stocks — but they were
also hit with bad news last year.

There was the Federal Reserve’s
decision in December to raise short-
term interest rates for the first time
since 2006. Near-zero rates had in-
duced investors to pump billions of
dollars into the developing world in
search of higher yields and better
returns. Now the mood is very dif-
ferent. “Uncertainty associated with
the Fed and guidance on future rate
hikes is a big overhanging negative”
for emerging-market shares, said
Brian D. Singer of the asset manager
William Blair.

Moreover, a bear market in com-
modities became worse as crude oil
prices have fallen below $30 a bar-
rel, from a fourth-quarter peak of
$52 a barrel. The economies of many
emerging markets are still tied to
natural resources.

Despite this bad news, money
managers and market strategists
say there is a compelling case for
long-term investors to have a pres-
ence in the developing world.

A big reason is valuations.
Historically, the price-earnings

ratio of emerging-market stocks
— based on five years of averaged
profits — has been roughly 20 per-
cent lower than the price-earnings
ratio for stocks in the United States,
according to the Leuthold Group.
During the 2008 global financial cri-
sis, emerging-market shares trad-
ed at a 20 percent premium. Today,
these stocks are 53 percent cheaper
than domestic shares. The last time
they were this inexpensive was in
2000, shortly after the Asian cur-
rency crisis raised questions about
the health of those economies. From
mid-1997 through 2000, emerg-
ing-market shares declined more
than 30 percent.

In hindsight, said Jason Hsu, vice
chairman of Research Affiliates, the
aftermath of the Asian currency
crisis was probably among the best
times to invest in these shares. From
2000 through 2007, emerging-mar-
ket stocks tripled in value while the
Standard & Poor’s 500-stock index of

domestic shares was flat. The lesson
from the Asian currency crisis, Mr.
Hsu said, is that “rebounds can come
fast and furious, and waiting can
sometimes hurt you.”

Research Affiliates predicts that
over the next decade, emerging-mar-
ket stock returns will outpace infla-
tion by nearly 8 percentage points
a year, owing much to lower valua-
tions. By contrast, it predicts that
blue-chip domestic stocks will beat
inflation by only about 1 percentage
point a year.

Fed rate increases are likely to
hurt companies in the emerging
world in a couple of ways: Rising
interest rates could slow global
growth, which may further reduce
demand for commodities, and rising
domestic rates could strengthen the
value of the dollar against emerg-
ing-market currencies.

“If the dollar continues to strength-
en, companies and countries holding
dollar-denominated debt could be hit
with solvency issues,” said Arjun Ja-
yaraman of Causeway Capital Man-
agement. But if the Fed increases
are gradual, leading to “a slow and
steady increase in the dollar, the
emerging markets can weather that
better,” he said.

How then can investors play this
volatile group of stocks for the long
term while trying to play it safe?
There are several strategies.

Investors could simply“dollar-cost
average” into emerging-market
stocks, putting money to work in
the markets in small increments on
a schedule, which investors already
do with their 401(k).

Lewis J. Altfest, a financial plan-

ner in New York City, suggests being
selective about the type of emerg-
ing-market stocks you own.

“If you’re worried about commod-
ities, you want to be in those coun-
tries that are beneficiaries of low
commodity prices, not victims.” He
pointed to industrial and consumer
economies such as India and South
Korea that stand to gain with low en-
ergy and raw-materials prices.

Jeffrey N. Kleintop of Charles
Schwab, agreed, suggesting inves-
tors focus on diverse economies such
as Mexico, South Korea and Taiwan.

Such a strategy has a drawback.

While stock market valuations in
commodity-producing emerging
markets are cheap, commodity im-
porters like South Korea and India
are more expensive.

“Yes, the emerging markets are
cheap, but it’s not the cheapest ones
you necessarily want to own,” Mr.
Kleintop said.

At the Thornburg Developing
World fund, which has beaten 90 per-
cent of its emerging-market peers
over the last five years, the co-man-
ager Charles Wilson is going for a
“barbell” approach.

This portfolio has companies
based in economies like India that
might not be hurt by lower commod-
ity prices. Among the fund’s top hold-
ings in India is HDFC Bank, a large
retail bank.

China is of interest to Rainier In-
vestment Management. “We want
to focus on the parts of China that
we would characterize as China 2.0,”
said Derrick Tzau, international eq-
uity analyst at Rainier.

For instance, he pointed out that
over the next 10 to 20 years, the
demographic shifts taking place in
China — including the growing mid-
dle class and the aging population —
may point to favorable conditions for
its health care sector.

“In the next 10 years, the pharma-
ceutical market there could be the
second largest in the world, outside
the U.S.,” he said. Even better, that
market is likely to grow no matter
what happens to commodity prices
or interest rates.

If you are able to take a really long
view, emerging markets may not be
as scary as they seem.
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Taking a long view and
avoiding places reliant on
commodities can pay off.
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Threat of Enforcement
Can Deter Tax Cheats

Volatile, but Lucrative
There are reasons to keep investing
in the emerging-market stocks.

1Cheaper than domestic shares
Historically, the price-earnings
ratio of emerging-market stocks
—based on five years of averaged

profits—has been roughly 20 percent
lower than the price-earnings ratio for
stocks in the United States.

2 Better than blue-chip
Over the next decade, emerg-
ing-market stock returns are
expected to outpace inflation by

8 percentage points a year. Blue-chip
domestic stocks are expected to beat
inflation by about 1 point a year.

3 Strategies for investing
Investors could simply “dol-
lar-cost average” into emerg-
ing-market stocks. Or, they can

be selective about the type of emerg-
ing-market stocks they own.

HMRC

SHAME GAME The British tax
authority has tried various
ways to get people to pay what
they owe, including publishing
a most-wanted billboard with
mug shots.


